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INTRODUCTION 

Some years ago Professor David Friday made an estimate of na- 
tional savings, in the course of which he drew particular attention to 
the large total of the savings of corporations. 2 The totals which he 
arrived at were far larger than had been currently believed, both for 
national savings and for the savings of corporations, and he pointed to 
the need for further investigation along these lines. 

Some time later Mr. W. R. Ingalls, in a series of excellent articles 
published in the Times Annalist, 3 made a similar computation, as a 
result of which he called into question Professor Friday's large estimates 
and showed that the amounts actually saved by corporations were 
about half as large as those shown by Professor Friday. My assign- 
ment is a further discussion of the same topic. 

Savings are originally made by individuals, corporations, or govern- 
ments, and are used for more or less durable goods, as opposed to 
articles immediately consumed. Accordingly their value should show 
up in any national balance sheet. Such a balance sheet has been 
drawn up by Mr. Ingalls covering the years 1916 and 1921. He 
estimates the capital wealth of the country at these two dates respec- 
tively at $268,000,000,000 and $270,000,000,000. If his figures are 
accurate, then in a national sense there was practically no "saving" 
during this period — all our surplus having been used up directly or 
indirectly in the course of the war and the economic disturbance fol- 
lowing it. 

1 Read at the Eighty-third Annual Meeting of the American Statistical Association at Pittsburgh, Pa., 
December, 1921. 

* David Friday, Profits, Wages and Prices, p. 64. 

* September 20, 1920. 
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From an individual viewpoint, however, real saving took place, only 
it involved a redistribution of the same assets rather than an increase 
of assets. The individuals who saved and bought Liberty Bonds are 
richer; but their wealth is in the form of an obligation on the part of the 
nation, which has to pay taxes to cover interest and has no increased 
income with which to do it. These savings were no less real because 
they were expended by the government or lost in the depression of 
1920 and 1921, for had they not existed we should be facing an actual 
impairment of our capital equipment instead of its virtual maintenance. 
What the nation has today is a heavier mortgage than before the war, 
mainly in the form of Liberty Bonds, on a practically unchanged base 
of national wealth. From the individual viewpoint, then, savings by 
individuals and corporations are quite as real as they were when actually 
represented by an increase of national assets. 

DEFINITION OF CORPORATE SURPLUS 

It is well at the outset to give a precise definition of what I mean by 
corporate surplus. 

The surplus of a corporation is that amount of its net earnings which 
remains after the payment of all expenses, including the various classes 
of reserves, maintenance charges, taxes, and dividends. 

By denning the term in this way we avoid all possibility of including 
anticipated losses, and bring it down to the actual surplus which is 
added to the net corporation capital during any period of time. Al- 
though this definition is apparently simple, its application in practice 
is confused by the divergence of methods of accounting among different 
corporations. The actual conduct of business and the ability of busi- 
ness men to make accurate estimates from year to year vary widely. 
The reported surplus is nothing more or less than an estimate of 
accountancy, and is subject to all the limitations and errors which 
creep into the usage and necessary rules of thumb upon which the 
principles of accounting are based. 

These variations of accounting principles necessitate inquiry into 
the profit and loss balance sheet of individual corporations. The 
asset value of the fixed property may be kept at the same amount each 
year, despite all market changes. The property may be over-maintained 
or under-maintained. Losses may be written off in one year, or spread 
over a series of years. From a long-time point of view, these various 
accounting practices do not make a business actually profitable or 
unprofitable; but at any particular time, and often for a considerable 
period, they may distort the picture. An excellent example came to 
my attention recently. A certain mine had sunk two shafts and 
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connected them with an underground passage. In the course of time 
each shaft was enlarged so that they finally joined, and the passage 
ceased to exist. Nevertheless, in the valuation of the capital assets, 
for years after, these items were carried as (1) value of shaft No. I, (2) 
value of shaft No. II, and (3) value of passage. Just as the surplus of 
each individual corporation is thus open to question, so is the aggregate 
amount. Whether the statistician's hope that an average may wipe 
out all particular irregularities is justified will be taken up later. For 
the moment it can be stated that no particular case or even small 
group of cases may be considered as typical of the whole. Indeed, the 
opposite is true, for there seems much evidence for the conclusion 
that such great classes as mining, manufacturing, and railroads 
follow quite different practices in accounting. 

CORPORATE SURPLUS AND OTHER CAPITAL 

In so far as the surplus that is carried on a corporation account as a 
liability is represented by a real addition to the assets of a similar 
amount, it is on the same basis as the other liabilities of a corporation. 
That this is true is recognized in common practice by the frequent 
interchange of surplus for capital stock. Indeed, the fundamental 
similarity of all forms of corporate liabilities, surplus, stock, funded 
debts, notes, and short-time debts, renders possible a considerable 
amount of interchange through the funding of short-time debts into 
long-time bonds, the conversion of bonds into stock, and the issuance 
of stock in place of surplus. These financial expedients have to do 
with the immediate solvency of a corporation, but they do not alter its 
assets or its earning power, except in so far as they permit the prose- 
cution of continued policies. From the point of view of representing 
assets, then, there is no theoretical fundamental difference to be found 
between surplus and other classes of capital. 

The question of the "reality" of the amounts carried as surplus may 
be tested in a fairly practical way. It has already been pointed out 
that the practices of corporations vary, not only as between themselves 
but also from year to year. In order, therefore, to test out a broad 
generalization, five groups of corporations were found whose records 
extended over ten years. The ten years chosen were 1905-14 because 
during this period prices did not move violently. This period was 
divided into two parts, 1905-09 and 1910-14, and the yearly averages 
of "capital employed" and "gross business" for each part were found. 
In this way the peculiar fluctuations of a single year, and to some extent 
of the business cycle, were removed. The average rise in prices for the 
second period over the first was 9 per cent — an amount which will not of 
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itself distort the comparison greatly. At least it is the period of smallest 
price changes during which adequate published records are available. 

If the growth of volume of business is expressed in terms of the per- 
centage of the growth of capital for each of these groups, then the 
percentages are as follows: 1.08, 1.06, 1.05, 0.98, and 0.90, the average 
being l.Olf per cent. The indication of this trial, therefore, is that 
the growth of capital is accompanied by a growth in the volume of 
business of practically the same extent, and that in so far as surplus is a 
part of this capital its contribution is the same as any other part. 
Conclusions drawn from samples are dangerous, however, and this test 
is only indicative; but it is corroborated in a general way by other data. 
For instance, when the growth of primary horsepower between 1904 
and 1914 is taken as 100, the growth of capital employed in manu- 
facturing reported by the census (a most unreliable figure) is 84.2. I 
do not place much reliance on this by itself, but in a general way it 
corroborates the conclusion of a close relation. 

In so far, then, as there is any relationship at all between accounting 
practice and the physical realities which they reflect, my conclusion is 
that there does not seem to be any reason to question surplus more 
than the other items in the corporate balance sheet. 

With this conclusion Mr. Ingalls disagrees. He emphasizes the 
losses which are incurred by every going business, and considers that a 
proper discrimination will show that surplus in many cases is closely 
akin to a reserve account rather than an increment to capital. This is 
a generalization very difficult to prove or disprove, especially in a 
period of such wild price fluctuations as we have recently passed 
through. It is, finally, an accounting problem, and accountants have 
been having a difficult time in their attempts to give a true valuation 
of assets and liabilities. 

The writing down of assets in 1921 has proceeded regardless of 
distinctions between surplus and capital on the balance sheet; and I 
should rely on an accurate accounting of real surplus in the year it 
occurred — to be wiped out, if necessary, by loss in the year when it 
occurs — rather than on a leveling out of income which minimizes both 
gain and loss. 

Perhaps the above contention requires some modification. That 
corporate surplus is not considered to be quite on a parity with other 
forms of capital is indicated by the uses to which it is put by directors. 
They are more likely to take "fliers" with their surplus than with their 
capital; often these "fliers" prove disastrous. Ornaments to buildings 
or factories, hazardous advertising campaigns, experiments, question- 
able extensions of plant, and waste effort of various kinds are not 
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undertaken until they can be paid for out of surplus, There is some 
information that points to the possible conclusion that the return per 
dollar on surplus is less than on paid-in capital. 

For quite another reason this smaller return is typical of public 
utilities. Although it is difficult to generalize, I venture the state- 
ment that only rarely do commissions allow an increased rate sufficient 
to yield an adequate return on the surplus put back into the property. 

Another difference is that surplus is commonly used as a buffer to 
business losses. It is the first item, after specific reserves, to be written 
off. There is scarcely a corporation that has not been forced to take 
large losses of this kind in the last year or two. Does this mean that 
these amounts were not earned in the first place, and should never have 
been considered as part of the capital? Clearly not, because the gains 
of yesterday were no less real because there are losses today; indeed, 
it would not have been possible to write off these losses without im- 
pairment of capital unless the previous gains had been there. To 
refuse to take account of real income in any year because it may be lost 
in the future would give a false picture. It would show a more uni- 
form total income in each year than is actually realized. 

THE PERCENTAGE OF REAL SAVINGS 

Taking into consideration the results of the inquiry noted above, and 
putting with these results common knowledge, I believe it is safe to 
conclude that between 80 and 90 per cent of the reported surpluses may 
be considered to be real savings. The evidence might be construed 
into an even higher percentage, but the unknown factors of possible 
losses are such as to make an understatement preferable, rather than 
to take chances on an overstatement. For purposes of computation, 
85 per cent of the reported surplus has been used. 

In this connection a further element of uncertainty should be pointed 
out. The practice of forming private investment corporations for the 
purpose of avoiding personal income tax has increased tremendously 
since the armistice. Concerning these corporations no generalized 
information is available. Every one must depend on the few samples 
that may come in his path. It appears probable that during the war 
personal income taxes were reported without a great deal of evasion, 
but since the armistice technical devices for evasion have multiplied 
at an astonishing rate. Among these is the formation of private in- 
vestment corporations which retain all their earnings except such as are 
necessary for the living expenses of their stockholders. What the 
surpluses that are put aside in this way may amount to it is impossible 
to state. But they are doubtless large. 



162 American Statistical Association [6 

And the argument that income taxes are not evaded but are merely 
postponed will not hold; for it is in the hope that the present high rates 
will be materially reduced that these methods are practiced. It may 
be that this affords a partial explanation for the reduction in large 
incomes reported by the Bureau of Internal Revenue. The number of 
persons reporting incomes over $100,000 for 1916 and 1919 are re- 
spectively as follows: l 

1916 6,633 1918 4,499 

1917 6,644 1919 5,526 

During this period the total number of income taxpayers was in- 
creasing rapidly. It is difficult to know what effect to ascribe to this 
one cause, for there were so many other influences at work — some of 
which also tended to reduce the reporting of large incomes — that the 
matter is confused beyond the possibility of close analysis. But there 
seems little doubt that legal evasion through the formation of private 
corporations was one of the strong influences at work. This applies 
especially to the 1918 and the 1919 returns after the war was over. One 
would have expected, in view of the rise in prices, an increase of large 
incomes over 1917 and perhaps over 1916. The probabilities are, 
therefore, that the surpluses retained by private corporations are 
greater in proportion than those of the business corporations which 
have been used as samples in this report. 

THE METHOD OF ESTIMATING TOTAL SURPLUS 

The method employed for estimating the total surplus which cor- 
porations laid aside in each year was as follows: 

Sample corporations, based on the ability to find adequate records 
over a period of years, were used for each industrial division, and the 
amounts actually paid in dividends and carried forward as surplus were 
recorded. No reserves of any kind were included in this surplus. 

The number of corporations used as a sample were as follows: 

Industrial 205 

Public Utilities 62 

Commercial 15 

Banking Reports of Comptroller of the Currency 

Railroads Reports of Interstate Commerce Commission 

The percentage divisions between dividends and surplus for each 
group were weighted in accordance with the total earnings of that 
group, and the average percentage division found for each year. This 
percentage was then applied to the total net earnings of corporations as 
reported by the Bureau of Internal Revenue, and adjusted to accord 

» Statistics of Income — 1916-7-8-4. 
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with changes in the law. These adjustments covered: (1) The re- 
porting at first only of corporations having a net income over $5,000, 
and later of all corporations; (2) the inclusion or exclusion of inter- 
corporate dividends, the method being changed several times; (3) the 
non-reporting of deficits in the earlier years and their inclusion in the 
later; (4) the collection of back taxes after an audit which indicated 
total income for a past year greater than at first reported. 1 An 
estimate that was frequently a " best guess " was made for each of these 
items in each year, and the resulting total used. 

The percentages of earnings paid out as dividends and hence also 
the percentages retained as surplus by the different industrial groups 
showed a wide variation, and the percentages for each group fluctuated 
greatly as between years. Financial corporations in 1915 paid out 
89 per cent of their earnings as dividends, as against 52 per cent in 1920; 
manufacturers paid 79 per cent of their earnings in 1914, as against 
only 37 per cent in 1916; public utilities had their lean period in 1918, 
when they paid out 87 per cent of their earnings, as against 61 per cent 
in 1910; and railroads in 1914 paid 92 per cent of their earnings, as 
against only 42 per cent in 1916. 

The full table showing the proportions of net earnings paid as divi- 
dends and retained as surplus in each class of corporations for each 
year, is as follows : 

THE PHOPOBTIONS INTO WHICH NET EARNINGS ARE DIVIDED BETWEEN 

DIVIDENDS AND SURPLDS 

(D» Dividend; S-Surplua) 



Year 


Financial 
institutional* 


Commercial 


Manufactur- 
ing and 
Mining 


Publio 
Utility" 


Railroads* 


Weighted 
average 


1910* 

1911 

1912 

1914 

1916 

1917 

1918 

1919 


D 

69 
73 
81 
74 
81 
89 
73 
65 
61 
66 


S 
31 
27 
19 
26 
19 
11 
27 
35 
39 
44 


D 
55 
63 
67 
67 
51 
44 
34 
41 
49 
35 


S 
45 
37 
33 
33 
49 
56 
66 
59 
51 
65 


D 
55 
63 
67 
67 
79 
45 
37 
47 
55 
56 


S 
45 
37 
33 
33 
21 
55 
63 
53 
45 
44 


D 
61 
68 
73 
74 
76 
67 
63 
75 
87 
81 


S 
39 
32 
27 
26 
24 
33 
37 
25 
13 
19 


D 
62 
72 
82 
73 
92 
86 
42 
52 
65 
56 


S 
38 
28 
18 
27 

8 
14 
58 
48 
35 
44 


D 

58.8 
66.6 
71.9 
69.5 
77.9 
56.2 
42.7 
50.2 
56.9 
63.1 


S 
41.2 
33.4 
28.1 
30.5 
22.1 
43.8 
57.3 
49.8 
43.1 
36.9 



* Based on National banks. Reports of the Comptroller of the Currency. 

b Based on 15 Commercial Corporations reported in Moody's Manual from 1914 to 1919. Previous 
to 1914 the reports are inadequate, and the manufacturing ratio is used. 

• Based on 205 Corporations, reported in Moody's Manual and supplied by certain banking institu- 
tions. These ratios are also applied to " Miscellaneous " Corporations. 

d Based on 62 Public Utility Corporations, reported in Moody's Manual. 

9 Based on reports of Interstate Commerce Commission and reports in Moody's Manual, covering 
practically all railroads. 

' For full details, see Income in the United States, Vol. II, Chap. 25, published by the National Bureau 
of Economic Research. 
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With the limitations both of definition and of the possibility of 
accurate measurement in mind, the surplus of all corporations for 
each year since 1910 may be estimated as follows: 

Million dollars Million dollars 

1910 1,200 1915 1,600 

1911 900 1916 3,900 

1912 900 1917..... 3,400 

1913 1,000 1918 1,700 

1914 500 1919 2,000 

In 1920 the figure is probably about one billion dollars, and a guess at 
1921, made from a variety of advance estimates and partial earnings, 
puts the figure at less than one-half billion dollars. 

In terms of percentage of the national income, we have an extreme 
range from less than 2 per cent in 1914 to 8 per cent in 1916, with a 
normal of about 4 per cent. Our total savings seem to be about 15 
or 16 per cent of the total income according to a recent estimate by 
Mr. Willford I. King; and corporation saving is about one fourth of 
the total. It is therefore a highly important item. 

ECONOMIC EFFECTS OF THE RETENTION OF SURPLUS 

The policy of retaining a part of the corporate earnings appears to 
have grown up without any real thought of its fundamental effects. 
Today it is taken for granted that no corporation shall pay out more 
than a fraction of its earnings. Probably the first idea was to ensure 
dividends for the lean years. It is a matter of pride to point to an 
unbroken dividend record, and annual changes in the rate are not de- 
sired by any one; but surpluses are not retained entirely in the liquid 
form necessary to ensure the fixity of dividends, being often used to 
increase the fixed assets. 

What have been the effects of this policy, especially as compared to 
the opposite policy of automatically paying out all the earnings each 
year? 

The stabilization of dividends leads to a more certain return to the 
stockholder than would varying rates, and gives to many securities an 
appearance of being semi-investments through the actual payment of 
the same rate of dividends over a considerable period of time. Many 
securities do not really possess this quality. Examples of this are 
sufficiently familiar to all of us. But it has more important aspects 
than this: (1) It gives to the managements unobstructed control of 
new funds which amount normally to one fourth of the total national 
savings; and (2) it makes it very difficult for an outsider to judge the 
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real value of a concern. Both of these results are incidental to the 
increased stability which this unconscious form of saving brings about; 
yet they affect the business structure to a marked degree. 

The reinvestment through surplus in copper mining brought that 
industry into a serious crisis of over-production. Between 1915 and 
1918 practically no outside money was put into copper mining in this 
country, Anaconda being the only company that sought new funds, 
and this largely for extension in other fields. In the same period, 
smelting capacity increased from 20 million tons of ore to 22| million 
tons; refining capacity increased 58 per cent, or from 1,768 million 
pounds to 2,794 million pounds; and copper production rose from 1,250 
million pounds to about 2,000 million pounds, or 60 per cent. These 
increases were due almost entirely to the reinvestment of the large war 
earnings. Probably the public could not have been persuaded to sub- 
scribe the new money for them so easily as were the over-enthusiastic 
managers. A similar condition occurred in zinc mining, and to a less 
degree in iron and steel. This magnified desire of American business 
men to expand their business at the expense of personal savings and 
even comforts has become a national characteristic in the same sense 
that family thrift and saving is strikingly exemplified in France. 

IS CORPORATE SURPLUS REFLECTED IN STOCK QUOTATIONS? 

There naturally arises the question as to whether corporation sur- 
pluses are not accurately reflected in the quotations of the stocks of 
companies, and whether they do not in this way become a part of the 
incomes of individuals who own these stocks. If this be the case, then 
an inclusion of corporate surplus as a separate part of the national 
income which is added to the incomes of individuals would bring about 
a double-counting, provided that individuals sold their stocks. 

Although this might be the case it probably was not during the last 
four years, for the following reasons: (1) The great rise in income tax 
rates caused many persons to refrain from selling stocks which had 
advanced in price; (2) the amounts reported by the Bureau of Internal 
Revenue as "income from sales of investments" are surprisingly small 
—1917, 316 million dollars, and 1918, 291 million dollars; and (3) the 
increase of stock values in 1919 was due not so much to the retention of 
surpluses as to the enhanced value of all prices of materials on hand and 
the expectation of permanently larger profits. For the most part, it 
appears likely that stocks and property were retained by their owners 
long enough for them to watch their values fall off in 1920 and 1921. 
The proposed high tax rates will probably continue to operate against 
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the cashing in of profits due to an increase in property values; but if 
the rates are lowered, it may well be that this judgment will have to be 
revised. 

CONCLUSIONS 

1. The policy of corporations in retaining part of their earnings leads 
to important national savings. 

2. The amount of these corporate savings varies widely from year to 
year according to the prosperity or the depression of business. 

3. These savings constitute about one fourth of the total savings, 
and about 4 per cent of the national income. 

4. They are far more than stabilizers of dividends in that they 
largely increase the power of the managements of corporations in 
guiding the growth of industries in this country. 



